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The rise of direct retailing can be attributed to serving rural and sub-urban customers who are inadequately 
served by their local market or lack thereof.  In the early nineteenth hundreds, entrepreneurs like Richard 
Sears and Aaron Montgomery Ward pioneered direct retailing by exploiting rural customers’ demand for 
various consumer products (Coopey et al. 1999).  Not surprisingly, the direct sales industry today is one of 
the growing segments within American business (Bitran et al. 1996).  Direct retailers not only reach 
customers in rural areas where access to stores is difficult and expensive, but also offer a wide variety and 
convenience, and often lower prices.   As a result, customers situated in an urban environment also utilize 
direct retailers to acquire hard-to-find (or niche) items. 
With the advent of the Internet in the 90’s, many direct retailers added the Internet channel with their 
existing catalog channel.  Consequently, the majority of direct retailers today are considered multichannel 
retailers.  Direct retailers have accepted the Internet channel as a natural extension of the existing channel 
(Saliba 2001).  Like the catalog channel, the Internet channel does not allow a customer to touch the 
product and does not deliver the product instantly.  Thus, the mode of sale and distribution is nearly the 
same for the two.  Anecdotal evidence suggests that direct retailers widely focus on fulfilling the demand of 
rural or sub-urban customers on the Internet channel, a strategy consistent with the traditional focus of 
direct retailing.   
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Despite the abundance of anecdotal evidence and the growing importance of direct retailing channels in our 
economy, academic research on the competition between direct retailing and local markets is lacking.1  To 
the best of our knowledge, no empirical study has ever validated the conventional wisdom that there is a 
correlation between customer’s demands at a direct retailer and the local market.  In other words, there has 
been no research that directly studies how the local market structure, i.e., the number of local stores within 
the distance customers are willing to travel for purchasing consumer products, can affect consumer demand 
through direct retailing channels.  This lack of research is at least partly due to a lack of data on the local 
market structure.  Until recently, it had been difficult for researchers to obtain data on the local market 
structure.  Only recent technological advances have made this data available.  In this study, we match such 
a unique data set to another data set that contains information of purchases made by consumers through a 
large retailer’s direct retailing channels.  We then empirically examine the impact of the local market 
structure on the overall demand at a direct retailer.    
Although, in many respects, the Internet channel is similar to the catalog channel, there exist important 
differences between the Internet and the catalog channel.  For example, the amount of information that can 
be provided about a product on the Internet is substantially different from that in a catalog.  Also, an 
Internet site can provide richer tools to filter/search products.  More importantly, the Internet channel 
provides access to all the products that are offered, whereas no single catalog can contain information 
regarding all the products offered by a large retailer.  These differences lead to the question whether the 
influence of the local market structure on the catalog demand and the Internet demand is similar.  In the 
current study, we address this question and offer insights regarding the demand structure of respective 
channels.   
The past research suggests that greater selections, lower prices, and convenience are primary drivers in 
enticing customers to the catalog channel (Bitran et al. 1996).  Similarly, there is evidence that  price on the 
Internet is often lower than that of the conventional counterpart (Brynjolfsson et al. 2000), and  consumers 
often resort to the Internet channel to get better deals (Goolsbee 2000; Prince 2006).  The contribution of 
the Internet in improving consumer welfare through  wider selections and lower search costs has also been 
recognized in the literature (Brynjolfsson et al. 2003).   However, the impact of the local market structure 
 
1 Nielsen/NetRatings reports that 27% of consumers’ spending in 2005 Holiday shopping season was through the Internet 
channel, 5% was through the catalog channel, and 68% was through the traditional store channel.  This represents a large 
increase for direct retailing channels from 2002, when the breakdown of consumer spending by channel was 16%, 6%, and 
78%, respectively for the Internet, catalog, and store channels.  
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on direct channels in general, and on the catalog and the Internet channels more specifically, is not well 
documented in the literature.  The objective of this study is to fill this void. 
Theoretical research on the competition between direct retailing and store retailing can be traced to 
Balasubramanian (1998).  By analyzing a game-theoretic model of competition between a direct retailer 
and physical stores, he suggests that remote retailers strongly compete with local stores.  In this vein, 
Bresnahan and Reiss (1991) find that once a market consists of between three to five incumbents, entry by 
a new entrant has a negligible effect on the competitive conduct in isolated Midwestern markets.  They also 
find that the price advantage changes substantially with the entry of the second or the third firm in the 
market.  More recently, Campbell and Hopenhayn (2005) have found that competition is tougher in larger 
markets.  These findings suggest that a direct retailer may be in an advantageous position in rural areas 
where there are no/few local stores, in comparison to urban areas where there exist many stores.  
Our data come from a large women’s clothing retailer that has two primary channels -- Internet and catalog.  
We complement this data with the local market structure data collected from two sources: Yahoo Local and 
superpages.com.  Also, we utilize relevant demographic information from the U.S. Population Census, 
2000.  Our results show strong evidence that the local market structure can significantly explain the 
variations in demand through direct retailing channels. We find that as the number of stores increases 
locally, clothing purchases through direct channels decline.  Interestingly, we also find that the substitution 
between local stores and the catalog channel is stronger than the substitution between local stores and the 
Internet channel.  We undertake a novel approach in further analyzing the demand structure for these two 
distinct channels.  In doing so, we confirm that customers buy proportionally more niche products online, 
and that this plays a significant role in the substitution between online and offline.  Since niche products are 
typically unavailable at local stores, the online demand is negligibly affected by the increase in local stores.  
On the other hand, customers purchase proportionally more popular items through the catalog, which leads 
to a greater competition with the local market.  Thus, we provide strong evidence that the Internet is not 
only flattening the sales distribution (also known as “the Long Tail” (Anderson 2004)) but also easing the 
competition with the local market. 
This study has important economic implications.  Firms have long used historical purchasing measures to 
segment consumers and treated different consumer segments with different product advertising and pricing 
strategies. But these firm strategies do not consider consumers’ local market structures. Our study shows 
that the local market structure variable significantly influences consumer demand. Therefore, including this 
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variable in the firms’ advertising and pricing decisions can help these firms improve their product 
advertising and pricing strategies. 
 The emerging literature on leveraging spatial data underscores the importance of geographic factors in 
understanding the consumer’s behavior online  (e.g., Bradlow et al. 2005; Sinai et al. 2004).  In this regard, 
incorporating the spatial structure in the models of aggregate demand significantly improves the 
understanding of variations in sales (Bronnenberg et al. 2001; Bronnenberg et al. 2002).  Similarly, spatial 
correlations can be valuable in predicting consumers’ online behavior (Jank et al. 2005).  Ellison and 
Ellison (2006) show that, while tax avoidance plays a significant role in attracting customers online, 
geography matters in two ways.  First, in order to benefit from faster shipping times, consumers prefer to 
purchase from nearby states.  Second, there is evidence for predisposition for buying from in-state firms. 
We contribute to this nascent literature by analyzing the impact of the spatial structure of the local market 
on a consumer’s purchasing behavior on direct channels.  We also advance the literature by offering 
insights regarding the contrast between the Internet and the catalog channels as well as the ensuing strategic 
implications.   
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